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SUBJECT: Limted Liability Conmpanies Permtted To Have One Menber

SUMVARY

This bill would authorize the organi zation of single-nmenber |imted liability
compani es (LLCs) in California.

EFFECTI VE DATE

This bill would be effective January 1, 2000.

Pr ogr ani Backgr ound

The Beverly-Killea Limted Liability Conpany Act (1994) authorized the creation
of limted liability conpanies (LLCs). An LLCis a hybrid unincorporated

busi ness association entity, having two or nore nenbers, which affords its
menber s:

limted liability, with the extent of a nmenber's liability limted to equity
i nvest nent ;

fl exi bl e managenent alternatives; and

i beral nenbership qualification requirenents.

LLCs conbine traditional corporate and partnership characteristics and resenbl e
forms of limted liability organi zations that have been well known and w dely
used in Europe and South America. Menbers of an LLC are afforded the same
advantage of limted liability as are sharehol ders of a corporation while usually
bei ng subject to only one level of incone tax as are the limted partners of a
limted partnership, but allow LLC nenbers to participate in the nanagenent of
the LLC. LLGCs lack the nenbership restrictions inposed on S corporations.

SPECI FI C FI NDI NGS

Under federal |law, a business entity is classified as either a “corporation per
se,” treated and taxed as a corporation, or an “eligible entity” entitled to
elect its classification as foll ows:

If the eligible entity has only one nenber, it will be disregarded as an entity
separate fromits owner unless it elects to be treated as a corporation; or
If the eligible entity has two or nore nmenbers, it will be taxed as a
partnership unless it elects to be classified and taxed as a corporation.
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Any “eligible entity” that fails to nake a proper election will be classified

according to default classification rules:

1. with regard to donestic entities, an eligible entity with a single owler is
di sregarded as a separate entity;

2. an eligible donestic entity with two or nore owners is classified as a
part ner shi p;

3. with regard to foreign entities, an eligible entity with a single owner is
di sregarded if its single ower does not have limted liability;

4. a foreign entity in which all menbers have limted liability is classified as a
cor poration; and

5. a foreign eligible entity with two or nore owners is classified as a
partnership if at |east one nenber does not have limted liability.

Thus, for federal purposes, a corporate-owned, single-nmenber LLC that files a
federal form966 is disregarded and, for tax purposes, effectively disappears and
is treated as a division or branch of its corporate parent. An individually
owned single-nmenber LLC that is disregarded is treated as a sole proprietorship.

Exi sting state | aw authorizes the creation of a California LLC and the
registration in California of LLCs created under the | aws of other states. The
tax treatnment of an LLC under existing state | aw depends on its classification
for tax purposes.

In general, if an LLC has nore than one owner (known as “nenber”), it is
classified as a partnership for federal and state tax purposes unless it elects
to be classified as a corporation. |[If an LLC has a single nenber, its existence
as an entity separate fromits owner will be disregarded for federal and state
tax purposes unless it elects to be classified as a corporation.

Currently, a single nenber LLC nay not organize in California, but such an entity
that organi zes in another state which does permt single nmenber LLCs may register
to do business and operate in California.

Under existing state |law, an LLC classified as a corporation for federal and
state tax purposes is subject to the corporation franchise tax, including the

m ni mum franchi se tax, and the corporation inconme tax |ike any other corporation.
As a result, an LLC classified as a corporation that is organized in this state
or registered with the Secretary of State (SOS) is required to prepay the
corporate mninmumfranchise tax to the SOS at the tine of organization or

regi stration.

Exi sting state | aw provides that every LLC not classified as a corporation (i.e.,
classified as a partnership or disregarded) that is organized in this state,
registered in this state, or doing business in this state shall be subject to an
annual tax in an anount equal to the m ninmumfranchise tax until the effective
date of cancellation or, if later, the date the entity ceases to do business
within the state.

Exi sting state | aw provides that a LLC not classified as a corporation also shall
pay an annual fee based on the total income fromall sources reportable to this
state for the taxable year. For exanple, an LLC with total incone for the

t axabl e year greater than $250, 000, but |ess than $500,000, the fee would be
equal to $500.
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As the total incone for the year increases, so does the fee to a maxi num anount
of $4,500 based on a total incone that exceeds $5 million.

The annual fee payable by LLCs is required to be adjusted annually for taxable
years beginning on or after January 1, 1999.

This bill would authorize the organization of a single-nenber LLC in California.

Pol i cy Consi derati ons

The tax policy regarding the tax treatnment of a single-nmenber LLC that is
not classified as a corporation was resolved for foreign LLCs by the
enactnment of earlier legislation requiring the Franchise Tax Board to issue
regul ations substantially simlar to federal regul ations regarding the
classification of business entities. This bill would allow single-nenber
LLCs to organize in California, allow ng domestic LLCs simlar treatmnent
granted to foreign LLCs.

| npl emrent ati on Consi der ati ons

This bill would not significantly inpact the departnent.

FI SCAL | MPACT

Depart nental Costs

This bill would not significantly inmpact the departnent’s costs.

Tax Revenue Esti mate

The net revenue inpact of expanding the Beverly-Killea Limted Liability
Conpany Act to single-nmenber entities is not known.

Even though current |aw requires annual recal cul ations of the LLC fee anounts
to produce revenue neutrality overall, it is not known what inpact the current
fee structure or subsequent recal cul ati ons woul d have on singl e-nmenber LLCs
only. Net revenue gains, |losses, or neutrality could result in any given
year.
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